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W The flood oiapplicatlons ior in-Region long disrancr en:? under secrion :-I 
u t  rhc Tulecom Act (2 -1 )  i s  rcachinp its crest. l ounccn  2-1s h a l e  bccn 
granted to the Regional Bells (RBOCs) so  far. and the IFCC has 3pplicauons for 
>e\ enieen more hefore it right nou: .Alabama. Kenruck!. \ l issi~sippi.  \onh  
Carolina and South Carolina for BellSouth: Colorado. Idaho. l oua .  Sehraska. 
\onh  Dakota. hlonrana. Crah. Washington. and M)ominp for Quest :  \ e n  

Hampshire. Delaware. and Virginia for Verizon 

B! ! car-end 2001. \I e expect 2'1 s to cover all BellSouth states except Florida. 
all Qme?t slates e\cept \linnesorA and possibl! Armma. and all \ 'enzon states. 
S B C  has a pood chance of having California granted h! !ear-end. and a slight 
chance o i  ha\ing Michigan granted as well. w i t h  the rest oi' the Amentech 
state\ Iihcl! io slip into the lirst haifoi'?00> 

W 

W .4, the KBOCs h a ~ e  prepared to suhmit their 2-1s. the) and their state 
commssinns ha\?  made chang-s to their unhundled net\\orL element ( L 1 E )  
pricci. Mhi le  commisiions do occasiunall! change LYL prices independently 
of rhe 2-1 process. as S e a  York did earlier this year and as Massachusetts. 
S e a  Jersey. ~Tesas and Pcnns)Ivania arc doing no\\-must chanees have been 
made as pan of the 2'1 process. Thus. horh hecause L-SL: rates have been 
louered iharpl! in most stares over the last year and hccausc the 271 process I S  

ending. \ \ e  ekpect a sloner rate ol' change to USI. prices over the next year or 
I N L ,  than n e  h w c  w e i ~  11: t he  1 ~ 1  1cu nirmrh\ 

I hc i i c ~ u a l  implcmcnration o: I . Y L P  xcclcratcd in thc las l  lie\\ m o n t h i  as 
cnmpetiti\e camcrs  I C  1 ~ l . i  i i  h a \ e  l o c u d  niwe ,in this nixher. MorldConi's 
\IC1 d ~ \ ~ ~ i o n .  in pai incr~hip n i t h  Z -  I cI hunched 115 \cighhi~rhuod Plan in 

.4pnl ATGT hac added l<x31 L S I I P - h a d  ser\ice in S I \  stales lo i t s  original 
t?, s ~ n c c  \larch 012002 and \\ill probably add ariuthcr f \ iu  states this year. In 
earl! 2 0 0 2 .  .ATbT \ $ a h  oil'er!ng LS.L,Ehased local .ier\ice onl) in New York 
and i e s a i .  Since \larch. I I  ha, added \Iiclii:an. Georgia. Illinois. Ohio. 
Cajllomla. and he,, Jerse! I t  has indicated that i t  w i l l  JISO enter Pennsylvania 
and \ I ~ ~ i l i ~ ~ t t ~  this !car M e  cxpcct i t  to push hard i n  Caliturnia. whcrc i t  

\I i l l  fight hardest lo protect its long-distance market. H'orldCom's MCI 
d ~ v i ~ n  introduced i t s  Sciphhurhood plan in .April and appeared rcady to 

pursue e n m  In at least the urban zones rhroufhoui most of the  countr).. tntr). 
h) thcse long-distance carricri flXCsl has been p a d )  iii response to potential 
e n r n  h! the RBOCs into the long distance markei in a gi\en ctate and p m l y  in 

response to iuucr  L X L  prices Given the tin3ncial pruhlems at WorldCom and 
h e  changes in ATdlT.s srmcture and management as i t  merges i t s  Broadband 
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. 41 least in t heon .  the greatest exposure io changes tn I \ -E priccs is 10 SBC 
..\T&Tlusi hefan deplo!ing USl iP  in C~alil'omia. \\here SBC. nil1 not he A l e  

10 resplmd un the long-distance side t i l l  around year-end 2001. at hcsr. .A IS. I 
als,r in \lizhigan. Illinois. and Ohio. where i t  15 unlihrl! :hat SRC nil1 br 

able to respond on rhe long-distance side t i l l  sometime in the first haliot'200: 
,AS n e  indicate h e l m .  L-SEP discounts are greatest merail  in the SBC Repiin 
BcllSnuth 5eeing C S L P - b a x d  enrn primaril! in  G c o y i a  and l h r i da .  hu: 
-\TAT has no1 !et entered llorida. 1:lorida IS the onl! stale in nhich \ \e  do  not 

expect BellSouth to have a 251 till late tirst quaner 2003. Quest ' s  rates ha \ c  
recentl! dropped in a numher of states. so that the Regional a\erage LSEP rate 
ha, dropped from 525.21 to S23.9: Hoaever.  \ \e do not helie\c that cnrn 
into @\est's t e r m o n  i s  a high priorii! for the IXCs at an) pnce. Venron ' s  
raw at S20.23 i s  the second lowest on a Regional basis. hut that rate I S  

relati\el! slahle Y S  \la! of 2002. I t  is also \\orth notmg that Veriron has not 
lost much market ,hare sincc rate, in \ ea  York mere louercd i n  Januar) 
:AT&T has indicated that i t  wb l l  enter Pennsylvania and \Iassachuseits this 
year. hut neither the riming nor the level ofeffon in thoit S13ICS 15 clear to us 

E ~Thc Supremc Cuun ha, Jtlirnled the PCC's rich1 to  designate l L L R l C  I l ~ o t a l  

Element Long Run Incremental Cost) as the methodolo_ry h! which LYI 
prices 3rc K: \lore hroadl?. in i t s  ,Ma! 2002 \'erizon Communications v .  

F(.C dccisiim. the Supreme Coun appeared to affirm the I C C ' s  right to 

dehignaic an! method other than ratc-of.rerum. uhich i s  specifically precluded 
h) the Teleconi Act. for the purpose of setting CSE prices. 

The long-ter~m su r \ i \ a I  of I 'SIIP I C .  netenheless. in question. In i t s  2.13~ 2002 
\'criron dwivon .  the SUprcnlr Coun rcaffimcd the "neccssan and impair" 
standard. brhich 11 lhzd JII~.IJ! higti l ighied in 11s Januar! I W l t  lema L t i l i t i e s  

Board \ IC( '  dcciiion On \ l a !  24th. In i t s  CS1~.4 \ I-CC deciiiun. the D C. 
Circuit o f  .Appeals remanded IC, the I:( <. :he I W V  LSI: order In rrhich the 
1.CC artcmptcd to rctinc the l is: of requircd CSLs in accordance with the 
Supreme C ,wn's .necc\i3r! ~ n d  ImpJir.. standard The I) C. ('ircuit also 
\acaied the l ' C ' ( ' ' <  Iine-sh.~ring order.  The I - ( ' ( '  ha< appeJled hach the full 
D C C'ircuit ,unit J ~ P C C I )  t i t  t l i c  cc>un'5 decision. 

W 

rn ,411 O !  thece judicial decistons n ~ l l  h a \ e  an impact on the triennial review 

which u a )  iilitiated h! thc 1.CC in December of ?001 to decide nhich LXl;S 
still meet the '-neceisar! and i n i p i ~ "  trsi. The triennial re\ieir \%as expected 

l o  concludc this )ear  I t  t h e  D.C. Circuli does accept the I-CC's appeal. UT 

helie\c i t  1 5  unlihel! thai the FCC \vi11 issue an order in the triennial rei'ieu t i l l  
after the coui7 rules. mnst likely m m e  time n e v  spring. .Aside from delaying 
the conclusion. the \annus coun decisions are l ikely to d r n e  the I;CC touard a 

more granular  anal)^ than i t  had done in the past. 'That uas  the bent of the 
current I.(.(' a n > u a > ,  hui the D.C. decision reinforces i t .  I;or esample. n e  
\ \ o d d  not he surprised tu scc suitching removed as an  clement in some 
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marker, fairi! quickl? and in others o\er some loneer transition pcriod. O A c :  

elements also might he remmed over time in some geographic and customc: 
markets. I! the FCC decides to take granularin. down to thc \uirc-cc'nrer IcvcI. 

11 may lea\e acrual implementation in the hands of the swtes. but with fairl! 
tight rules to guide that irnplemenration. In the context of L\EP. \\hat I *  

significant ahout the remota1 of  an indi\idual element i s  that it makes i t  

necess- tar the CLtC to do some work to rcassemhle the line u h e n  11 insen) 
, ~ 5  n u n  equipment. That i~ i l l  make i t  more difficult to mo,r  largr numbers of 
customers rapidl? Thus. the timing and outcome of the triennial revieu I S  

imponant both to the CLI1CsilXCs who use L-SEP and t o  the RBOCs 
,\hu arc' nhuiesaling lines to those CLECs IXCs at decp discounts 

'Thc actual financial impact of LTEP on either the RBOCs or their competitors 
,s. of couse .  \\hat investors care ahout. Lnfonunatel),. it is difficult to 
quanrif! hecausc it depends so much on the companies' strategies. The more 
C L K s  are able to cream-skim in a given market. the hener their own margins 
and the greater the damage to the RBOC. The CLECs' abilir) to cream-skim. 
in turn. depends not only on the CLECs' own strategies. hut on the RBOCs' 
win-back eflons. which ofien include the inrroductioii of ne\\ pricing plans and 
the RBOCs' ability to offer all-distance plans. Thus, damage to the RBOCs' 
financials curies not only from the conversion of retail relenues to wholesale 
revenues, hut from a broader repricing in response to  competition. The offset 
from lone distance appears to he fairly minor. at this point. .4lthough 
ultimatel! all-distance customers may  he "stickier" than those who use only 
one senice.  initially both sides are likely to spend more on marketing to fight 
chum than they did before. 

Our "ray I .  3002 repon included one effon at such an analysis. It found that 
L S E P  creates a discount of ahout 1% to 429.0 helou retail residential revenue. 
Lsing the same retail rates. those discounts would nou range from ?4% 10 
5040 Another way io look at the issue is to use the FCC's rate reference 
hook. \ + h i c h  relies. in turn. on T 1 S  hill-hanestinf data .According 10 this 
data. a \ c rage  residcntial spending per hauschol6 on local 5cnice is $416 per 
!ear and on long-distance S l - 6  per year. Assuminp 1 . 2  Iincs per household. 
that tsould equate to about S;O per l i n t  in  local revenue plus ahout $4 per line 
in access charges ior a to ta l  rmenue per line of ahout 533-533. That figure 
rails within the range OS S3tI-S:A for retail consumer re\enue that \\e had 
estimated in Ma). although huth calculations present pvtcntial problems. For 
the l S S  data. speciiicall!. i t  i s  not clear uhether t a l e s  and L:ni\ersal Semite 
Fund contrihutions \rhich an RBOC \ \ o d d  simply pass through to the 
government are includcd in the rcvenuc. M'ith that caveat. u c  are using $33.50 
as a national a \eragr  residential rate. That leads to LSl:P diicounts on a 

Region-aidt basis of2'?o in BellSouth. 3 9 0  in Quest. 18% in SBC. and 40% 
in Veri7on The TSS numhers also indicate that the RBOC Irould need to gain 
more than three long-distance customers to make up f o r  the rrvcnues from any 
local customer i t  loses (SA74 of local plus access rewnue vs. SI28 of long- 
distance rexenue net of access). And-given thc different margin s m c m r e s  of 

the indusuies~~ i t  needs more than that to makc up for the lost cash flow. Of 
Course. Io the extent that  an IXC can capture small business customers whose 
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U \\ c simxcted an error in the iilmiula that calculated anionired non-recumnf 
c l m r g i . ~  tur \ 'emon. ,  11.4. Sll, S\' .  DL. P.4 lor h\'. KS. \ I O .  OK and 1~X.  
w e  m),, h a \ e  mme non-recurring charges that \ \e  did not ha\e  In our last 
itciation. I-or \Tar! land. KC arc no longer using the cimpliancc rates that \\e 
uwd in  \h! Stateaidr: hx)p n t c  3\rrage5 charged in se \e ia l  RellSouili. 
Onest and \'crizon stafe,. though thc actual raws did not. hascd on ne\\ 

r<timatcz , ) i the  distrihu~innc oflrnes per zone. KY, i..!. \ I S .  SC.. SM, ME. RI. 
P . 4  

E l h c  I<HO( - a i d e  total s \ \ i tchnf  and transpon average dropped 21'0.  from the 
58 '4 \ \ e  reponed in Cia! to Sh.59 in .August 

Sexera1 stairs. J'ull CSI:P iDI:\fi price appear tn increase or ~c tua l ly  increased 
triim that nhich n e  rcponcd i n  \fa! In 5ome cli5c5. a5 noted abo\c.  u e  
changed the non-rrcumnr fnmiula. In some cases \ \ e  changed the distrihution 
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Frank 1. Governali. CFA 
f rank governali@gs corn 
Portland 1-207-772-3300 

Jason Armstrong. CFA 
Jason arrnrtrong@gs corn 
Portland 1-207-772-3391 

SBC Communications, Inc. (SBC) 
Meeting with SBC CFO highlights key 
initiatives; no estimate or ratings change. 

SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entry in 
key locations, combined with the lowest UNE-P rates in the country, have uniquely 
exposed SBC to  profit-eroding share loss. Despite this, SBC's CFO Randall Stephenson sti l l  
sees stable cash flows through aggressive cost cutting, combined with the ability to  
maintain trends in share repurchases and dividend hikes. Consolidation in wireless i s  
another key objective of SBC. Acknowledging the proliferation of conversations among 
wireless carriers, Stephenson indicated al l  talks are s t i l l  preliminary. In the meantime 
Cingular is  raising prices, sacrificing sub growth, and looking to improve profits. 

Full details 

WHAT TO D O  \$'IT14 T H E  STOCK? \\c continur our  rautious \ i n \  of iplecom. al though 
recent stock price declines make us some\vhar less cautious. 
Lkiithln the group the Brlls and rural telcos should p r o \ i d r  the best rrturns .And. within 
rhe Bells. \ \ e  coritinue to vie\\ \ 'erizon as the bes: choice right n o w  .As managemen: 
indicates. share loss to L-SE- P is going to be quite damaging to SBC. And \\e believe i t  
( \ i l l  suffer the greatest corisequences o f  this phenomenon among the ihree Bells. Thus.  the 
ialuarion prrmiuni  rhar SBC r r a d v  ai rclari\r io \ ' r r imn  on P F  E\ 'TBITDA.  and 
dividend vield is probably riot sustainable m e r  the next six nionttis \Ze conrinue ro use o u r  
curreni EPS estiiriar<,\ ol SL? 30 for i h i \  \ i ' d i  dnd ncxi 

L S E -  P .A B I G  PROBLEl1 \\'IT1 lO1.T LD. SB(' has b m i  ili? most \oca1 critic of 
I:SE- P and is \$orking hard ICI i a i v  p r i r c i  a n d  diminish rhr negatnr. effect. In the 
nbsence of p e n a s i l r  krrig distance appri~!al L ' Y -  P has  beeri arid \ \ i l l  coiitinue to  be very 
damaging to  SBC \ \ l i t ;  L i l  a p p i r j \ a l  iri rli,. .Ai111 :iri,rti rcgioii inoi l ihel~ iiriiil  the middle o r  
second half o f  03 arjd California r i c i t  likei! ur i t i l  !,edirrid U2 SHC starids quite exposed at 
thr momrni 1 Qincr \ ~ t  siioiild nor r x i i ~ p c i l a r r  11ic SBC expciicnrt ilnifornily to thr  
other KROCs 
rrsidenrial rates (in rhc .Amc:irech rrgionr big roricenrratrd industrial stairs and no LD 
capability Thus \ \ r  dol: t see \'eri7ori i r i  particulai and HellSouth io a I e se r  degree has 
having the same d e p w  01 exposure 5 c  yes il an ILEC loses a custonier to LYE- P i t ' s  a 
big hit to  the botroni l inr ~ hut l i  has IC iose ihr cusionier for ttir t i i t  to be taken. 
,And in our \ le\$ \'Z and BLS a r r  lihrl\ to he a b k  io offscc this 111a1crta1h better rhan SBC 
o w  rhe nex: year I r  s b i c ~ t i i C  h~ iioted'rhar SHC has berri enjoying these&ie benefits share 
retention in  its states !\tiere ii has iong distance approval SBC inrpnds IO file cost studies 
in ke! jurisdiriions mirig tht. !egulator! path as one a t t tmp t  ai raising rates. 
In addition. 11 continues 10  ir! to use buridling as apgressi\ely as possible tri 
loss 

L'dRELESS COSSOLID.ATIOS A KC" OBJECTI\ 'E.  Sr\\spaprr rrports have  

l o  others facr  tlir uri!que riirii i i indtiori u f  l i n ~  priced L'Sb P. high 

share  

FOR IMPORTANT INFORMATION ABOUT GOLDMAN SACHS' RATING S Y S T E M  Ah10 OTHER OISCLOSURES, REFER TO 
THE END OF THIS MATERIAL. GO TO http://www.gs.com/rcs~~~ch/hedgc.html. OR CONTACT YOUR INVfSTMENT 
REPRESENTATIVE. 

Goldman Sachr 
Global Equity Research 
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esaggerared rhe speed of \\iteles5 c,nsoljdarion and the progress rhar has been niade ro cim 
Ho\re\er the desirabiliiv o! gFtrlng a deal done is ob\ious. and the cornpan\ acknon~cdged a r t n c  
ron\ersarions M I  Stephenson r loreJ  rhar of rile 1 1 ~  oprions fur deals .A \ \ 'F  presents !rs: ii:it!tmi 
but greater regulator! and intrgrallon hurdle; \'oicestrPam presenrs highcr dilu:ion nut tar easci 
regulator! approval and inregration Furrhernlore. similar IO press accourin he i i id icared a deaf 
for Voicestream may be impractical n t ihou t  raking in 3T as an ?quit! pariicipanl 1 1  t nil ail- cash 
deal ! ,And irnporranri\ SRC 15 oprri (11 thar possib~lil! 

\\iRELESS PRICE HIKT) DTSPITE SLO\t'ER SI:!? C;RO\\TI I The hidltii; cdlcci> ii: ni r r i tw 
merger; are nor nearh upori " 5  ye: i n  the  rneantinie Cirigulai 1s raking , r e p  lo I k a l  rhvself l ' h e  
price hikes ar? grarfd t c i  boost pii,litabiIit\ m e n  as 11 sacriftccs sub  gronrh T h r  pa i t i cu la i  
xnciedse in naiiorial plan rirtrs announced rhis week are geared to borh reduce off -  n e r w i h  
roaming rosis and s1om rioitn the' ronsumption of TDX1.A. netitorh capacir) SBC' and GLS are fuli\ 
expecring rheir p in!  i.eiiriiir IC, experience lo\\ to no sub g r o w h  as a remlr ui ihese nrricins as \vel; 
as tlic custnniet rhurn ilia' \',*I! i)c ctiniuiaird by rhc \\iiridCoin resellpr qhifi 

CAPEX T O  R E \ ' E S l ' E  SI 1 0 I L D  BE YO I {IC! I I R  T! 1.A.S I j i c  .ASD \\ ' ILL BE LO\\ER 
..\KSES'T GIIO\VTH There i s  a broad effort to cur  capes i n  borh !tireline arid  irele less operations 
In uirel inc Stephenson ttidtcatcd thar current Ihinhing i s  that capex to sales shouid bc 110 highei 
rhan 15": and rhar i r i  r h e  rurierit eri\ i tonrii?n~ i r  should be no higher than 13ac  and vet i t  is 
T h u r  furttiet capes c u t s  sliould occur I11 o u t  \it?\\ i f  deniand recover! cantinu?) to faller it 
\\auld not be surprising to ( r e  raprx in sales fall beion the 1 3 O c  rate. as i t  has in othet coiinfries 
On The i n r e l e s s  side. capex C U I )  are also anricipated In our \ le\< slower capes spending in 
nireirss i s  ilinhrt siippotnc'd h\ t!ic prixpccrs of indu5tr\ ronsnlidaiion 

( - 0 s T  RIDI:(:TIOSS K E Y  Tci \ I . \ I \T ,AISIS( ;  E.A.RSI\;(;S ,AS[) ROOSTIS(9 11.4RGISS SBC 
see; the margin differenrial bemeen  I T  and \'/.arid HI 5 ds indicaring a n  o p p o i r u n ~ t \  for furrher 
cost rutting Pointing to opportuni1ii'c i n  consolidating ca l l  rrnt?rs. raising efficirntics in nrl\rork 
operations and generali! rrimrii;ng 111 erhead cnsrs Srvphensori IS focuspd and confidenr in using 
rhcsc swps IO help improb? mdrgtns in the l a w  01 shari ioss 

C.A.LIFORSI.4 DSL EXPERIESCL CI\'ES COSFIDESCE IS LOSG TERJI POTESTIAL In 
California. SBC is enjoying thr brnrlit5 of s c a l r  DSL operations haing a r h i m r d  aboiil 1090 
penerrarion ro far A s  a resiilr ojxi,irioiis are alread! FHITII.\ posirive and rin rhe rrajertov to 
reach SBC's r a r y t r d  hurdlr rat? 
' I  h e  steps rhar go1 California to  air inr l i ide a11 effer:i\? wlt- i i i s t a l l o t i o i i  pingra i l  I w  help 
d c \ i  rosrs rfferti5r rhutn ini>irnl ~t!rn~,ii 1 0  3 -  and irfiiwinc mni~hc t i n~  against thr 
;able operarors SHC hel ie\es rhar i i i a s ~  r i i r i t  \ ~ i i ~ i i r  i i f  I)SI nil1 1:1r1i1 al i i !  thdt tiered 
nfiezing; arc on? i t r p  in ,ytt ing itiri(, This t, l~wi,t nionthl) pri(c5 l o r  Iiinrt sprrds hui 
should be able ro rnninmir: ;in riieidw r r i i i r t r h l ~  p r r c  iifnppr~~xir:i~itei\ .C IC 'I'tiis i( a i i t t l e  higher 
thati 0111 long trim rstitiiatc~ hi): d ~ i ~ ~ t i i ~ n ~ I l \  o i i t  i i i i idi'l( I h , h  tlir tnarkri iii r h ?  s a t i i r  \\a! 
I)ue io the abscrice of iotrg r i i \ t ~ t r i r t  ,ipprcnal / I I  C d i J f r ) i ~ i , d  r t r i r !  t l i f  .Anieiitec!i II,I!P> SUC !vi11 
rnntmu~ t o  tr\ to tiundlr DSL a' a \  of n:fwt:ir,s s h i i :  I1155 iiidirati;ip ~Iir?i c l i i i i r l  1d1~ 75% for 
: now rusroniers idking [)SI 0 1 1  t i  itilrlt l i>( I t i  w w t  * 

~__  __-. - .~ ~~ .. ~-__ 
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(410) 454-4333 

Bells Retrain Guns on UNE-P, but Quick Kill Unlikely 

A;; reievant disclosures appear on :he last page of thls report. 

KEY POINTS: 
* We believe the debate at the FCC over the future of UNE-P has surpassed the 
broadband debate in intensity and near-term importance for the telecom 
sector, as the Bells have been thrown on the defensive due to line losses to 
rivals. 
+ We believe that the Bells (SBC, BLS, VZ, Q) will have a difficult time 
convincing regulators to quickly eliminate the rights of local 'competitors to 
lease out Bell networks (UNE-P)  at deep discounts. This is problematic for 
all the Bells but, in our  view, is particularly problematic for SBC as its 
lack of long-distance progress in the Ameritech region makes it more 
vulnerable to UNE-P competitors. The Bells could gain some immediate relief 
in business markets (as well as some relief toward deregulating their 
broadband offerings in separate proceedings), but we doubt the FCC will 
eliminate UNE-P in residential markets in the near term. 
We believe the Commission is likely to establish a sunset or triggers for 

phasing out UNE-P. While the details of such rules are far from settled, we 
think the result will give key UNE-P providers, WorldCom (WCOEQ) and ATST 
(T), time to continue to change the facts on the ground. The more they win 
new local customers, the more they increase the potential for a backlash if 
the phase-out dismantles the main platform for residential competition. 
f Even if the FCC scraps or pares back UNE-P, many state regulators would 
likely try to retain it. Also, all decisions would  be subject to court 
challenge that could take years to resolve, with the courts likely to 
maintain the legal status quo in the meantime. 
While the Bells will not gain immediate regulatory relief, we believe that 

through bundling and other marketing efforts, they can significantly reduce 
the negative impact of UNE-P competition. 
We believe another potential 'hightmare for the Bells would be if cable 

begins using UNE-P to accelerate its budding cable telephony offerings. 

AS we noted when WorldCom announced its "Neighborhood" plan, the intensified 
efforts by WorldCom IWCOEQ) and ATsT IT) to compete using the Bell 
Unbundled Network Xiements Platform (UNE-P) has  dramatically raised the  
stakes of the FCC unbundling policy debates. (See our April 2 3  note WCOM/MCI 
Bundled Phone Offer Challenges Rivals and Regulators.) The most recent Bell 
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a 
discussion of the economics of UNE-P, 5ee the report by our colleagues Daniel 
Zito and Brad Wilson, Cautious Long-Distance Outlook, June 2 7 ,  2002 .  For a 
state-by-state UNE pricing and sensitivity study, see attachment to vz: 
Comments on RBOC Weakness, August 21, 2002, by our  collegues Michael J. 
Balhoff and Christopher. C. King.) 
The impact of UNE-P has caused the Regional Bell Operating Companies 
ISBC, BLS, Q, VZ) to shift their Priorities in seeking regulatory relief. 

mailto:blevin@leggmason.com
mailto:dezito@leggmason.com


Page 2 of 4 

While the core Bell policy thrust had been to gain deregulation of their 
broadband services, recent events suggest the Bells have ramped up their 
lobbying efforts to cripple the ability of competitors to use UNE-P to gain 
market share in the traditional voice market. 

Some in the Bell camp have predicted the FCC will act to eliminate UNE-P in 
a flash cut. FCC action on UNE-P is still months away (probably 4-8  months) 
but our current view 1s that prediction is likely to prove largely inaccurate 
in the near term, particularly concerning t h e  availability of UNE-P in 
residential markets. This note outlines some of the dynamics affecting the 
resolution of the UNE-P debate. 
~~ckground on UNE-P. UNE-P offers competitors an opportunity to use 
all the ONES at discounted "TELRIC" (Total Element Long Run Incremental Cost) 

According to an industry estimate building on a FCC survey of incumbent local 
exchange carriers (ILECS), of the 20-plus million lines won by long-distance 
companies (IXCs) and other local competitors (CLECs) as of June 2 0 0 2 ,  about 
7 . 7  million are UNE-P based. It is the fastest growing method of competitive 
entry. ~n 2001, according to FCC data, more than 60% of the CLEC line growth 
was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing 

43% of uNE-P lines. 

Reasons f o r  Increase in UNE-P Competition. While UNE-P has been available 
for some time, its use has ramped up significantly over the last year. In our 
view, this is due to two critical developments. First, numerous states have 
lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient 
long-distance entry to give the IXCs the incentive to more aggressively use 
UNE-P to protect their existing markets. 
~iffering Impact on the Bells. UNE-P has had a differing impact on each of 
the B e l l s ,  affecting SBC and BLS more negatively in the last quarter than VZ. 
The reason for this difference, in our view, is that VZ's relative lead in 
gaining long-distance entry (with 7 4 %  of its lines already eligible) has 
given it the ability to bundle local and long distance in more states, 
providing a stronger defense against competition. As a measure of the value 
of long distance offerings in combating UNE-P competition, we note that SBC 
estimates that where it offers long distance, it doubles its winback rates. 
We also think that VZ's intensified strategy of bundling their landline voice 
services with wireless and Internet access services will provide an even 
stronger defense against UNE-P competitors. 

We surmise that BLS will have greater success in stemming the tide of UNE-P 
line loss once it gains the right to offer long distance services in more 
states. It currently has applications pending in 5 of the remaining 7 states 
where it cannot offer such services. An FCC decision on these 5 is due in 
mid-September and we believe the prospects for approval are good. 
1n light of UNE-P competition, SBC's problems in advancing its Sec. 271 
long-distance applications b.come more important to SBC's financial picture. 
This is particularly true in the Ameritech region and California. SBC has a 
large window of vulnerability in the Ameritech region where state regulators 
have been aggressive in providing incentives for UNE-P competition, but SBC 
has not made significant progress with the testing and verification required 
f o r  Sec. 271 approval. In California, SBC has better prospects, as it hopes 
to send the FCC its long-distance application in September. Given the TELRIC 
price cuts just announced by the state PUC and California's size, we expect a 
major push by T to sign up customers before SBC gets approval to offer long 
distance services. 

0 has some vulnerability to UNE-P, due to its lack of long-distance 
approval, 
a number of state5 in the next several months. While Q's states are not the 
highest Priority states f o r  the UNE-P based competitors, we note that UNE-P 
competition has attracted more than 5% market share in iowa, North ~ ~ k ~ ~ ~ ,  
South Dakota, and Wyoming. 

and to add further value-added services on top of the platform. 

of the UNE-P line growth but other companies are responsible for about 

but we expect Q to gain approval to offer long distance services in 

hm,:// ~.firstcall.com/links/30/3097240~~~8~31208374/291733982850.../601997400.htm 8/26/2002 
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The Bells' Atzack on UNE-P. The Bells have two basic strategies for 
attacking the viability of ME-F. First, they can challenge the TELRIC 
discounts at both the federal and state levels in an effort to raise UNE-P 
rates and squeeze their competitors' margins. Verizon recently took this tact 
at the FCC through a letter by its General Counsel suggesting ways the agency 
could "clarify" TELRIC, all in ways that would have the affect of raising the 
price for competitors. We expect the other Bell companies to join this 
effort. The Bells are also likely to challenge individual state UNE pricing 
decisions in regulatory proceedings and in court. For example, SBC has 
already filed a petition tc raise TELRIC rates in OH and we have heard they 
are considering filing a petition to do the same in Illinois, though they are 
waiting until after the November election, in which three of the five members 
of the State PUC could change. The Bells are also contemplating filing suits 
challenging some of the states' TELRIC decisions as an unconstitutional 
taking. 

Second, as part of the FCC's "Triennial Review" proceding. the Bells hope 
to convince the FCC to remove certain elements, most notably switching, from 
the UNE list. Such a decision would not only raise the cost of providing 
services through UNE-P, it also would make UNE-P impractical for the consumer 
market due to the difficulty of seamlessly migrating tens of thousands of 
lines from the ILEC's to the competitor's switches. We note that as offering 
unbundled switching is specifically listed as one of the requirements for 
oainina long-distance entry, the legal burden of eliminating the requirement 
is likily to be higher. 
While the Reuublican majority at the Commission wants to move in a 
deregulatory'direction, -we do not believe that majority has yet decided how 
that impulse should be channeled in revising the UNE rules. The staff is 
evaluating the effects of UNEs in various markets, and that analysis, 
particularly regarding the impact of UNE-P on investment in facilities, 
swing any of the commissioners in different directions. (The review is at an 
early stage ,as the staff is currently immersed in evaluating 17 pending Sec. 
271 applications.) But some of the dynamics affecting the UNE-P policy 
process are already apparent. 

FCC Direction: Set Out Path f o r  Gradual Elimination of UNE-P. We 
believe that the FCC is likely to view UNE-P as a transitional vehicle to 
more facilities-based competition. We also believe that the Commission views 
the D.C. Circuit's May 24 USTA v. FCC ruling on UNEs favoring the ILECs, as 
subjecting any decision to eliminate an element on a national basis to a 
material legal risk. In that light, we believe the Commission is likely to 
view its job in the Triennial Review not as deciding whether to keep or 
eliminate UNE-P, but rather to set forth the right balance of incentives and 
market signals for creating a glide path from UNE-P to facilities-based 
competition. 
Transitional Tools: Sunsets and Triggers. There are two basic ways the 
Commission could act. First, it can eliminate UNE-P at a date certain (a ' 

"sunset"). While that approa- provides the most market certainty, it is 
legally vulnerable. Critics could attack an FCC projection of future market 
conditions as  not reflecting the requirement that competitors' should be able 
to gain access to network elements without which their ability to compete 
would be "impaired." One way to mitigate the legal risk is to provide a 
"soft" sunset in which the date merely creates a presumption that the FCC 

provides less certainty to the market and the companies, effectively delaying 
the ultimate debate for another day; a day, it is worth noting, in which the 
composition of the Commission and the market structure of the telecom 
industry could be very different. 

could 

would .act to eliminate UNE-P. While such a rule is more defensible, i t  

(continued . . . I  
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